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Herbert G. Bowles 


The firm is pleased to announce that Herbert G. Bowles was 
admitted to membership on October 1, 1950. It is particularly 
gratifying to take into the partnership group a long-standing 
member of our Los Angeles staff, he having served in that office 
for twenty-odd years. During this period his value to the firm’s 
clients in the Los Angeles area has constantly increased and we 
are confident that he will meet his new responsibilities with even 
greater measure of service in the years to come. 


—PRIOR SINCLAIR 





Born in Fruitport, Michigan, in August 1902, Herbert G. 
Bowles spent his youth in western Michigan, attending high 
schools in Grand Rapids and Muskegon. His academic educa- 
tion was completed at the University of Michigan, where he 
gained a place on the University chess team, after which, in 
1923, he went West on a pleasure trip and settled down in 
Los Angeles, where he has since remained. Mr. Bowles joined 
the staff of our Los Angeles office in December 1927, as assign- 
ment clerk, passing the examination for C. P. A. in the Fall of 
1928. 


He has been prominent in activities of the California Society 
| of Certified Public Accountants, serving currently as a director, 
and of the Los Angeles Chapter, National Association of Cost 
Accountants, as a director, and, more recently, First Vice- 
President. His popularity in professional association work, 
including committee assignments for the American Institute of 
Accountants, has earned him the affectionate title of “Uncle 
Herbie.’”’ He has appeared as a speaker before many professional 
groups, and has contributed a number of technical papers to 
accounting publications. 


Mr. Bowles is married and has two daughters, of whom 
one is married and lives in California’s famous San Fernando 
Valley with her husband and two children, a girl and a boy. 
The family resides in Hollywood, California. 
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Inventory Methods For Income Tax Purposes, 
with Particular Reference to Lifo 


By JOHN MCCULLOUGH 


THE IMPORTANCE OF INVENTORIES 


Inventories at the beginning and 
at the end of each taxable year are 
significant factors in the determina- 
tion of income. It is particularly 
important that inventories at the 
end of the current taxable year be 
correctly stated in view of the im- 
pending increase in rates of tax 
and the possible imposition of an 
excess profits tax in 1951. Any er- 
roneous undervaluation in the in- 
ventory at the close of the current 
taxable year may result in an un- 
justifiable increase of the tax bur- 
den. There is a deplorable tendency 
on the part of a few taxpayers to 
understate inventories by prac- 
tices which are tantamount to fraud 
or by methods which are not in 
accordance with good accounting 
practice. These methods or prac- 
tices are followed on the assump- 
tion that income taxes are thereby 
reduced. This assumption is rarely, 
if ever, demonstrated in practice 
and may subject the taxpayer to the 
penalties imposed by the Code for 
fraud and negligence. The fraud 





This article is the text of a paper read by 
the author on December 1, 1950 at the Third 
Annual Federal Tax Lecture Series in 
Detroit, Mich., sponsored by the Michigan 
Association of Certified Public Accountants 
and the University of Michigan. 





penalties include (1) the loss of the 
protection of the statute of limita- 
tions against the assessment of 
deficiencies in tax, (2) an increase 
in any deficiency equal to 50 per 
centum thereof, and (3) criminal 
penalties against the officers of the 
taxpayer who signed the return and 
the expert who prepared it. The 
penalty for negligence, not tanta- 
mount to fraud is 5 per centum of 
that part of the deficiency due to 
negligence or the intentional dis- 
regard of rules or regulations. The 
failure to determine inventories in 
accordance with good accounting 
practice materially depreciates the 
value of the financial statements of 
the taxpayer and casts doubt upon 
the judgment and integrity of the 
management. If there are any tax- 
payers who have failed to get their 
houses in order, they should be 
advised that they may never have 
a better opportunity to do so than 
at the end of the current taxable 
year. 


WHEN REQUIRED 


Section 22(c) of the Code pro- 
vides, in general, that inventories 
shall be taken by the taxpayer 
whenever in the opinion of the Com- 
missioner they are iecessary in 
order to clearly reflect net income. 
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Section 29.22(c)-1, Regulations 111, 
indicates that inventories are neces- 
sary in every case in which the 
production, purchase or sale of 
merchandise is an income-producing 
factor. 

If inventories are required, it is 
necessary for taxpayers to employ 
the accrual method of accounting. 
Livestock raisers and other farmers 
are given the option of making 
their returns on the cash receipts 
and disbursements basis instead of 
the inventory basis. The elected 
basis must be continued until per- 
mission to change is granted by the 
Commissioner. 


INVENTORY COMPONENTS 


The question of whether an item 
is includible in the inventory is 
important because this may de- 
termine (1) the applicable principle 
of valuation, (2) whether the item 
should be expensed or capitalized, 
(3) whether gain or loss on the sale 
or exchange thereof is subject to 
the provisions of Section 117(j), 
and (4) whether a deduction for the 
depreciation thereof would be al- 
lowable under Section 23(1). 

Section 29.22(c)-1, Regulations 
111, provides, in general, that the 
inventory should include all fin- 
ished or partly finished goods and 
in the case of raw materials and 
supplies, only those which have 
been acquired for sale or which will 
form part of the merchandise in- 
tended for sale. Included in this 
class, are containers, whether re- 


turnable or not, if title passes to 
the customer on the sale. If title 
does not pass to the customer, the 
containers should be treated as 
fixed assets, subject to depreciation 
unless they have a life of not more 
than one year, in which case they 
should be charged to expense. The 
foregoing principles are, as indi- 
cated, set forth in the Regulations 
and are not always followed in 
practice. 

According to the Regulations, 
inventories of operating and main- 
tenance supplies should be charged 
to expense and not inventoried. 
Failure to follow this principle may 
result in the loss of the deduction. 
See Mergatt Co., 11 T. C. 47, 
aff'd C. A.-3, September 1, 1949. 
However, in certain instances, it 
may be proper to treat such sup- 
plies as prepaid expenses and deduct 
them as used or consumed. (Spiegel, 
May Stern Co. v. U. S., 37 F. (2d) 
988.) 

Foreign Exchange: Dealers in 
foreign exchange, i. e., those who 
regularly engage in the purchase 
and resale to customers of foreign 
money, may inventory unconverted 
foreign money. The Treasury has 
ruled that this principle does not 
apply to a nondealer who must 
postpone the deduction for the loss 
until the foreign money is disposed 
of (A. R. R. 3131, C. B. II-2, 32). 

Goods in Hands of Processors: 
The inventory should include the 
goods in the hands of other concerns 
for processing if the product of the 
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identical goods is to be returned. 
However, where the processor 
mingles the goods of the taxpayer 
with those belonging to others and 
need not return the product of the 
identical goods, the transaction is 
treated as a sale and the obligation 
should be treated as an account 
receivable in goods. The account 
receivable may be valued on the 
same basis as the inventory of the 
taxpayer (S. M. 1373; C. B. 2, 45 
and G. C. M. 1582, C. B. II-1, 
171). 

Title Must Be in Taxpayer: Sec- 
tion 29.22(c)-1, Regulations 111, 
provides that the inventory should 
include only goods to which the 
taxpayer has title. Thus, merchan- 
dise shipped on consignment, ap- 
proval or C. O. D. should be in- 
cluded in the inventory of the ship- 
per in the absence of acceptance or 
payment by the customer. Mer- 
chandise in transit should be in- 
cluded in the inventory of the 
purchaser where the parties in- 
tended that title should pass at 
the point of shipment. 


VALUATION OF INVENTORIES 


Section 29.22(c)-2, Regulations 
111, provides that the bases of 
valuation most commonly used by 
business concerns and which meet 
the requirements of Section 22(c) 
are (a) cost and (b) cost or market, 
whichever is lower. A taxpayer 
may elect to use either basis upon 
filing the first return. The basis 
can be changed later only if per- 


mission is secured from the Com- 
missioner. Application for per- 
mission to change must be made 
within 90 days after the beginning 
of the taxable year at the end of 
which the inventory method is to 
be changed. See Section 29.41-2, 
Regulations 111. 

Determination of Cost: Section 
29.22(c)-3, Regulations 111, sets 
forth a definition of cost which con- 
forms, in general, with good ac- 
counting practice. Cost means 
ordinarily the sum of (1) the invoice 
price, less trade discounts and, at 
the option of the taxpayer, cash 
discounts, (2) customs duties, and 
(3) transportation charges. In the 
case of manufacturers, cost means 
the usual component elements as 
defined in cost accounting. As to 
the various methods used in prac- 
tice in determining cost, Section 
29.22(c)-2, Regulations 111, pro- 
vides that the rules must come 
within the scope of the best ac- 
counting practice in the particular 
trade or business. The courts 
have upheld on many occasions the 
principle set forth in the Regula- 
tions that consistency is entitled 
to more weight than any particular 
method of inventorying or basis of 
valuation so long as the method or 
basis is substantially in accord with 
the Regulations. 

The Treasury requires that cost 
be determined by identification of 
the particular item in the inventory. 
Where identification is not possible, 
the first-in, first-out rule is fol- 
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lowed. This rule presumes that 
items sold are delivered in the same 
order in which they are purchased 
or produced. The Regulations state 
that costs may be determined by 
reference to inventory accounts 
maintained in accordance with a 
sound accounting system and this 
implies that costs may be de- 
termined by the use of averages. 
The Treasury and the courts have 
held that the average cost method is 
permissible when (1) it conforms 
with good accounting practice, and 
(2) clearly reflects net income. 

Where the valuation of an item 
has been reduced in the opening 
inventory to reflect lower market 
values, such lower valuation be- 
comes cost for comparison with 
market at the end of the year. 
Thus, the value of a particular 
item remaining in the inventory 
for more than one year may be de- 
creased but not increased. (I. T. 
1561; C. B. II-1, 30.) 

Cost Basis of Inventory Valuation: 
Section 29.22(c)-2, Regulations 111, 
provides that inventories may be 
valued on the basis of cost. Even 
where the basis of cost is elected, 
the Regulations provide at Section 
29.22(c)-2 that any goods in an 
inventory which are unsalable at 
normal prices or unusable in the 
norinal way because of damage, im- 
perfections, shop wear, changes of 
style, odd or broken lots, or other 
similar causes including second- 
hand goods taken in exchange, 
should be valued at bona fide 


selling prices less direct cost of dis- 
position. Bona fide selling prices 
mean actual offerings of goods 
during a period ending not later 
than 30 days after inventory date; 
in the case of raw materials and 
partly finished goods held for use or 
consumption, they should be valued 
upon a reasonable basis, taking into 
consideration the usability and the 
condition of the goods, but in no 
case shall such value be less than 
scrap values. The burden is placed 
upon the taxpayer to show that 
the goods adjusted come within the 
classifications indicated. 

Taxpayers will find that their 
burden is materially magnified if 
they attempt to make the adjust- 
ment after the return is filed. Simil- 
arly, they will find it more difficult 
to obtain a sufficiently large deduc- 
tion in cases of this type if they have 
elected the cost basis of valuation 
rather than cost or market, which- 
ever is lower. 

Section 29.22(c)-4, Regulations 
111, provides that goods sold for 
delivery at fixed prices must be in- 
ventoried at cost. 

Determination of Market: Section 
29.22(c)-4, Regulations 111, pro- 
vides that “market” for normal 
goods in the inventory means the 
current list prices prevailing at the 
date of the inventory for the par- 
ticular merchandise in the volume 
in which usually purchased by the 
taxpayer. The Regulations do not 
recognize the limitations set by the 
American Institute of Accountants’ 
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Accounting Research Bulletin No. 
29 that market should not be less 
than net realizable value reduced 
by an allowance for an approxi- 
mately normal profit margin. 

Where the taxpayer has offered 
merchandise at prices lower than 
the current replacement costs, the 
inventory may be valued at such 
prices less direct cost of disposition. 
The prices selected for this purpose 
are those prevailing for a reason- 
able length of time before and after 
the inventory date. 

In the case of manufactured 
goods, not salable at a normal profit, 
the Treasury has indicated a wil- 
lingness, in practice, to follow the 
provisions of Bulletin 29 which 
provide that market should not 
exceed the net realizable value 
(i. e., estimated selling price in the 
ordinary course of business less 
reasonably predictable costs of com- 
pletion and disposal). 

The provisions of Section 29.22 
(c)-2, Regulations 111, relating to 
obsolete, damaged or shopworn 
stock referred to above also apply 
to the determination of the inven- 
tory at market. 

Market Basis of Inventory Valu- 
alion: Section 29.22(c)-5, Regula- 
tions 111, indicates that dealers in 
securities may price their inven- 
tories at market provided that this 
basis is regularly used in the books 
of account and is fully indicated on 
the return. The basis of valuation 
may not be changed without per- 
mission from the Treasury. 


The Treasury has recognized the 
trade practice of dealers in grain, 
cotton and other fungible commodi- 
ties on commodity exchanges in 
pricing their inventories at market. 

The Lower of Cost or Market In- 
ventory Valuation: This valuation 
is used by most taxpayers and has 
long been an accepted standard for 
good accounting practice. In valu- 
ing the inventory, the Regulations 
indicate that comparison between 
cost and market should be made by 
each article in the inventory. State- 
ment No. 7 of Bulletin No. 29 
states that ‘“Depending on the char- 
acter and composition of the in- 
ventory, the rule of ‘cost or market, 
whichever is lower’ may properly 
be applied either directly to each 
item or to the total of the inventory 
(or, In some cases, to the total of 
the components of each major 
category). 7 

Importance of Care in Computing 
Inventory: In practice, the Trea- 
sury rarely questions the inventory 
as reported by the taxpayer. How- 
ever, if the taxpayer attempts to 
procure a refund by claiming that 
the inventory was incorrectly 
priced, he is certain to be faced 
with a struggle. For this reason, 
taxpayers should exercise great 
care in the computation of their 
inventories in the first instance. 
If they take the position that the 
inventories as reported by them 
were erroneous, the entire inven- 
tory will be thrown open to minute 
review and the burden of rigid com- 
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pliance with the Regulations will 
be put upon them. 


“Retail Method’ of Valuation of 
Inventories: Section 29.22(c)-8, 
Regulations 111, provides that the 
retail method may be employed by 
retail merchants, provided (1) the 
use of the method is designated 
upon the return, (2) accurate ac- 
counts are kept, and (3) the method 
is consistently adhered to unless a 
change is authorized by the Com- 
missioner. Under the retail method, 
departmental inventory records are 
priced at retail, so that as at the 
close of the taxable year, they 
indicate the inventory at the selling 
price. The inventory valuation is 
determined by reducing the selling 
prices by the gross mark-on per- 
centage. The use of the net mark- 
on percentage which gives effect to 
mark-downs would result in reduc- 
ing the inventory to cost and is 
required if the LIFO method is 
employed. The use of the gross 
mark-on reduces the valuation be- 
low cost and is in accord with the 
Regulations. 

The Regulations permit retail 
merchants to change to the retail 
method but require them to obtain 
permission from the Commissioner 
to change from the retail method 
to some other method. 


Inventory “‘Reserves’”: The use of 
inventory reserves should be dis- 
couraged since they invite scrutiny 
and possible disallowance by the 
Treasury. If the reserve is a true 


valuation reserve required to adjust 
the inventory to the accepted 
basis of valuation, the reserve ac- 
count should be eliminated by 
transferring it directly to the in- 
ventory account. If the reserve is 
set up to provide for some possible 
loss in the future, it should be 
treated as a surplus reserve not de- 
ductible in the determination of 
net income. 

Another reason in support of the 
transfer of valuation reserves di- 
rectly to the inventory accounts is 
the treatment of such reserves for 
state taxation purposes. State tax- 
ing bodies hold that such reserves 
must be added to surplus in com- 
puting franchise fees. Retailers 
employing the LIFO method of 
determining their inventories record 
them on the books at the amount 
determined under the retail method. 
A so-called LIFO Adjustment Ac- 
count or reserve is then set up to 
reduce the inventory so determined 
to the LIFO basis. In R. H. Macy 
Co., Inc., v. Commissioner, Docket 
No. 16764, September 20, 1950, the 
Ohio Board of Tax Appeals held 
that such a reserve is not deductible 
in the determination of the state 
personal property tax. The same 
position is taken by the taxing 
Officials of the City of Detroit. It 
is believed that there would be less 
basis for taxing the reserve if the 
inventories were computed and 
recorded directly on the LIFO 
basis or whatever basis is employed 
for tax and accounting purposes. 
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Correction of Errors in Inventories: 
It appears to be fairly well settled 
that correction of errors in the 
computation of the closing inven- 
tory whether made on the initiative 
of the Treasury (Donnolley Corp., 
22 B. T. A. 175 (A); Eureka Fire 
Brick Works, T. C. Memo. Dec. 
26, 1946), or the taxpayer (Char- 
roin, T. C. Memo. May 6, 1949) 
must be accompanied by similar 
adjustments to the opening inven- 
tory in order to maintain consis- 
tency and prevent distortion of 
income. 

The Court of Claims in Gooch 
Milling & Elevator Co. v. U. S., 7 
Fed. Supp. 94 and also Hackney Co., 
Inc. v. U. S., 78 Fed. Supp. 101, has 
held that inventory adjustments 
come within the scope of Section 
3801 so that correction can be made 
in the taxes applicable to years 
barred by the statute of limitations. 


LIFO 


General Principles: Section 22(d) 
of the Code permits all taxpayers 
to elect LIFO provided they com- 
ply with such regulations as the 
Commissioner may prescribe. These 
regulations are set forth in Sections 
29.22(d)-1 to 29.22(d)-7, inclusive, 
Regulations 111. 

The LIFO method is essentially 
a convention or rule to be followed 
in order to determine the cost of 
items sold in a particular taxable 
year. LIFO assumes, in general, 
that items sold were delivered in 
the inverse order of acquisition, 


i. e., the last items purchased or 
manufactured were the first to be 
sold. LIFO is to be contrasted 
with FIFO which is an alternative 
convention or rule and assumes that 
the first items purchased or manu- 
factured were the first to be sold. 
FIFO is normally followed by the 
Treasury and its use has been ap- 
proved by the Supreme Court. It 
should be noted that both LIFO 
and FIFO are merely rules or 
conventions for determining the 
cost of the items remaining in the 
inventory where different lots of 
merchandise or manufactured items 
are purchased or manufactured at 
different times and at different 
prices or costs. In spite of the 
fact that both FIFO and LIFO 
are mere conventions, the election 
of LIFO entails the sacrifice by 
the taxpayer of the lower of cost or 
market principle of valuation. 
There seems to be no substantial 
reason for this discrimination 
against the use of LIFO and there 
is a possibility that the Code might 
be amended at some future date to 
correct the situation. 

The foregoing principles are set 
forth in Statement No. 4 of Bul- 
letin No. 29. The following is 
quoted from the Statement: 

Cost for inventory purposes may be de- 
termined under any one of several assump- 
tions as to the flow of cost factors (such as 
“first-in, first-out,’”’ “average” and “‘last-in, 
first-out”’); the major objective in selecting 
a method should be to choose the one which, 


under the circumstances, most clearly 
reflects periodic income. * * * These 
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methods recognize the variations which 
exist in the relationships of costs to sales 
prices under different economic conditions. 
Thus, where sales prices are promptly in- 
fluenced by changes in reproductive costs, 
an assumption of the “‘last-in, first-out” 
flow of cost factors may be the more ap- 
propriate. 

Election Need Not Apply to Total 
Inventory: Section 29.22(d)-1, Reg- 
ulations 111, indicates that the 
election may be limited to (1) that 
phase in the manufacturing process 
where a product is produced that is 
recognized generally as a salable 
product, and (2) any one raw 
material. Upon written notice to 
the Commissioner, a taxpayer who 
has heretofore adopted the elective 
inventory method in respect to any 
goods may limit the election to the 
raw material, including raw ma- 
terials entering into goods in process 
and finished goods. If this election 
is made as to any specific goods, it 
must be used exclusively for any 
previous year (not closed by agree- 
ment) and for all subsequent years, 
unless permission to change is 
granted by the Commissioner. 

Procedure to Follow in Electing 
LIFO: Section 29.22(d)-3, Regu- 
lations 111, provides that LIFO 
may be adopted and used only if 
the taxpayer files with his return 
for the taxable year as of the close 
of which the method is first to be 
used, a statement of his election 
to use LIFO, in triplicate, on 
Form 970. Section 29.22(d)-4 con- 
tains a statement, which is incor- 
porated in Form 970, to the effect 


that the taxpayer agrees to such 
adjustments incident to the change 
in the inventories of prior taxable 
years or otherwise. While the form 
indicates that prior years might be 
adjusted, an explanatory ruling, 
I. T. 3456; C. B. 1941-1, 201, indi- 
cates that the only adjustment 
contemplated is the adjustment of 
the opening inventory to cost. 

The statement of the election 
must be accompanied by an analysis 
of all inventories as of the beginning 
and end of the taxable year for 
which LIFO is first to be used and 
also as of the beginning of the pre- 
ceding taxable year. The analysis 
should classify the inventories by 
raw materials, groups, pools, de- 
partments or other classification 
and the election should clearly 
specify the classifications to which 
it applies. The Commissioner may 
require as a condition to the use of 
LIFO that other goods not in- 
cluded in the election be priced on 
a LIFO basis. 

In practice, this simply means 
that, if the Treasury believes that 
the taxpayer’s election of the classi- 
fications is not reasonable and is 
likely to result in the distortion of 
income, the election of the taxpayer 
to change to LIFO will be denied 
on the ground that it does not con- 
form with the Regulations. The 
taxpayer may agree with the Trea- 
sury and modify its election and 
thus change to LIFO. In other 
words, the taxpayer is given the 
option, in effect, of accepting the 
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modification of the Treasury or 
dropping the application to change 
to LIFO. 

Section 22(d)-4 provides that 
the closing inventory for the pre- 
ceding year shall be priced at cost. 
Section 29.22(d)-2, Regulations 111, 
states that the goods in the opening 
inventory shall be considered as 
having been acquired as at the date 
of the inventory; that is, it is not 
necessary to analyze this inventory 
as to the dates of acquisition. The 
actual cost of the aggregate shall 
be determined pursuant to the 
inventory method employed by the 
taxpayer except that restoration 
shall be made with respect to any 
write-down to market values re- 
sulting from the pricing of former 
inventories. 

If it is necessary to increase the 
opening inventory to reflect the 
cost, the adjustment may be made 
by filing an amended return for the 
preceding year and reporting the 
increase as additional income. 

LIFO Must Be Used in Financial 
Statements: Section 22(d) (2) (B) 
provides that LIFO may be used 
only if the taxpayer establishes to 
the satisfaction of the Commis- 
sioner that LIFO has been used, in 
the first taxable year for which 
LIFO is to be used, for the purpose 
of reports to shareholders, partners, 
or other proprietors or for reports 
submitted for credit purposes. 

Section 29.22(d)-2(5), Regula- 
tions 111, indicates that in its 
financial statements a taxpayer 


may inventory items at market 
when that is lower than LIFO cost. 
An adjustment required to reduce 
the inventory to market would not 
be allowed as a deduction on the 
tax return. 

The election of LIFO therefore 
does not deprive the taxpayer of 
the right to employ the lower of 
LIFO cost or market valuation in 
determining net income in accord- 
ance with good accounting practice 
as that phrase is used in published 
financial statements or such agree- 
ments as employment contracts, 
profit-sharing contracts or inden- 
tures relating to securities. The 
adoption of LIFO might therefore 
have a material effect on (1) the 
amount of bonuses payable to 
management, (2) net income per 
share, (3) dividends, (4) other 
payments such as, amounts pay- 
able to bondholders or other credi- 
tors, and (5) working capital. 

Election Binding for Subsequent 
Years: Section 22(d) (5) provides 
that if a taxpayer elects LIFO, he 
must continue such method in all 
subsequent years, unless the Com- 
missioner (1) authorizes a change, 
or (2) determines that the tax- 
payer has not used LIFO for any 
subsequent year in its reports to 
shareholders, partners, or other pro- 
prietors or in its reports prepared 
for credit purposes and requires a 
change to a different method. 

Valuation of LIFO Inventory al 
Close of Taxable Year: Section 
29.22(d)-1, Regulations 111, pro- 
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vides that the inventory at the 
close of the year is presumed to be, 
first, those items included in the 
inventory at the beginning of the 
year and, second, those acquired 
during the taxable year. Section 
. sets forth rules 
for determining the cost of the 
increase in the inventory. The tax- 
payer is given the election to use 
FIFO, LIFO, average costs, or 
some other reasonable method ac- 
ceptable to the Treasury in de- 
termining the cost of the increase 
in the inventory. Subsequent in- 
creases are valued in the same 
manner. Decreases are presumed 
to come from the latest increases in 
the inventory. This same principle 
is followed in costing out part of the 
increase regardless of the method 
elected in determining the cost of 
the increase during the year. 

it should be noted that the in- 
ventories at the end of the year are 
compared with those at the begin- 
ning of the year. It is presumed 
that the inventory at the end of the 
year is the same as at the begin- 
ning of the year to the extent 
thereof even if the opening inven- 
tory was completely exhausted dur- 
ing the taxable year. 

The Dollar-Value Method of Pric- 
ing Inventories: In the case of tax- 
payers using the retail method or 
having inventories consisting of 
thousands of items classifiable into 
various groups, it is not feasible to 
determine the increase in the in- 
ventory by units. A dollar-value 


method is any method by which the 
computations required by LIFO are 
made by application of appropriate 
statistical methods to departmental 
or group totals in dollars. As a 
result of the decision of the Tax 
Court in Hutzler Bros. Co., 8 T. C. 
14, the Treasury and retailers 
worked out a method of computing 
LIFO as to inventories computed 
on the retail method. Price indices 
compiled by the United States 
Bureau of Labor Statistics are used 
to determine the extent of the in- 
flation of prices in the inventory at 
retail. Instructions and _ illustra- 
tive computations used in the de- 
termination of LIFO by retailers 
are set forth in Mimeograph 6244 
(C. B. 1948-1, 21). 

In Basse, 10 T. C. 328, acquiesced 
in by the Treasury, except as to the 
indices used in pricing the retail 
inventories, the Tax Court ap- 
proved a method of determining a 
LIFO valuation of the warehouse 
inventory of a retail chain grocery 
store company. Asa result of this 
decision, the Treasury amended its 
regulation and now provides at 
Section 29.22(d)-1, that LIFO may 
be determined by use of the 
dollar-value method provided ap- 
propriate adaptations are made in 
the determination of the method. 
The method used in the Basse case 
illustrates one dollar-value method 
which constitutes an appropriate 
adaptation of LIFO principles and 
may be illustrated by the following 
tabulation: 
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DEPARTMENT WITH INVENTORY INCREMENT 


CLASSIFICATION 1—CANNED VEGETABLES AND VEGETABLE JUICES 























Cost price as of Per- LIFO Inven- 
12/31/41 12/31/40 centages tory Value 
Opening inventory........... $69,084.16 100.00 
Closing inventory........... $95,839.97 84,852.01 112.95* 
Opening inventory........... 69,084.16 100.00 $69,084.16 
1941 increase in inventory... . 15,767.85 112.95 17,809.79 
EN RE ee ene edt se 1 OE A ee a RR rR $86,893.95 
*$95,839.97 divided by $84,852.01. 
DEPARTMENT WITH INVENTORY DECREMENT 
CLASSIFICATION 2—CANNED MEATS 
Cost price as of Per- LIFO Inven- 
12/31/41 12/31/40 centages tory Value 
Opening inventory........... $13,764.86 100.00 
Closing inventory........... $9,083.49 7,771.06 116.89* 
Opening inventory........... 7,771.06 100.00 $7,771.06 





*$9,083.49 divided by $7,771.06. 


Thus, if the closing inventory 
priced at opening inventory prices 
was less than the opening inventory, 
the closing inventory was used as 
the LIFO inventory. If the closing 
inventory priced at opening inven- 
tory prices was greater than the 
opening inventory, the LIFO in- 
ventory was the sum of the opening 
inventory plus the increase in the 
inventory adjusted for the percent- 
age increase in prices which oc- 
curred during the year. 

The same general method was 
also approved by the Tax Court in 
the case of a wholesale grocer, 


Sweeney & Company, Inc., Docket 
3374, February 27, 1948. 


Current Importance of LIFO: 
Accountants are faced with the 
serious responsibility of discussing 
with those of their clients who have 
substantial investments in inven- 
tories the advisability of electing 
the LIFO method of pricing their 
inventories at the end of the cur- 
rent taxable year. The accountant 
should promptly take the following 
steps: 


(1) Acquaint himself thoroughly 
with the pertinent provisions 
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of the Code and the Regula- 
tions. 


(2) Discuss the problem promptly 
with all clients having a 
calendar year closing with 
particular attention to those 
who must distribute financial 
statements to their stock- 
holders at an early date. To 
the extent stated, the Code 
requires that if the method is 
to be elected and allowed for 
tax purposes, it must be em- 
ployed in financial statements 
rendered to stockholders. 


(3) The accountant should pre- 
pare income accounts for the 
past few years on the LIFO 
basis and an estimated in- 
come account for the coming 
year giving effect to esti- 
mated increase in taxes as an 
aid in studying the question. 


The following general observa- 
tions may be of value in deciding 
whether to adopt LIFO during the 
current taxable year. 

In times of increasing prices, 
LIFO tends to reduce taxable in- 
come during coming years because 
the closing inventories tend to be- 
come cumulatively lower than the 
inventory determined under FIFO 
or, in the case of retailers, under the 
retail method. If these times are 
accompanied by increases in taxes 
on taxable income by way of in- 
creases in tax rates or the imposi- 
tion of additional income taxes, 


such as excess profits taxes, tax- 
payers may reduce their income 
taxes by electing LIFO at the com- 
mencement of such period of years. 
Taxpayers which elected LIFO at 
the beginning of World War II 
effected substantial savings in taxes. 
The present period seems to be com- 
parable with the situation at that 
time because, first, it is known that 
taxes on income are going to in- 
crease at least for 1951 and, second, 
many observers have indicated that 
it appears quite likely that prices 
are going to increase from the 
levels prevailing at the beginning 
of the current taxable year. If it is 
true that these two conditions, 
i. e., (1) increase in tax rates, and 
(2) increase in the price level, will 
come to pass, substantial tax sav- 
ings should arise from the current 
adoption of LIFO. The accountant 
should not take the responsibility 
for recommending the adoption of 
LIFO but he should recommend to 
his clients that a study of LIFO be 
made. The decision should be that 
of management who may wish to 
discuss the question with econo- 
mists or other experts. 

It must be remembered that if 
LIFO is elected, the taxpayer must 
continue the use of LIFO and can- 
not without the permission of the 
Commissioner employ the lower of 
cost or market principle for tax 
purposes. It is possible that the 
Code might be amended to permit 
this but too much weight should not 
be attached to this possibility. 























14 L. R. B. & M. Journal 





Under the present law, therefore, 
the LIFO inventory may be higher 
if the price level should drop below 
that existent at the beginning of 
the year in which LIFO is elected. 

This possibility should be borne 
in mind as to the long-term trend. 
The reduction in taxes effected dur- 
ing 1950 and possibly 1951 may be 
more than offset by a declining 
price level in later years. 

If the taxpayer is a growing tax- 
payer and the price level increases 
for a few years and then returns to 
the level at the beginning of the 
year in which LIFO is elected, the 
closing inventory may be higher 
on LIFO than it would be on the 
basis of FIFO. Therefore, a tax- 
payer anticipating a higher price 
level and also substantial growth 
should hesitate to adopt LIFO be- 
cause each annual increment must 
be priced at the level prevailing in 
the years of acquisition. 

If a part of the LIFO inventory 
should be completely liquidated 
during a period of high tax rates 
and not replaced by the close of 
the taxable year, the election of 
LIFO might result in a substantial 
increase of the tax burden. Section 
22(d) (6) provided limited relief for 
involuntary liquidation of inven- 
tories due to wartime conditions 
during World War II, but the law 
contains no similar relief provision 
for the future. It is possible, how- 
ever, that some similar provision 
may be enacted in the future. 
Technological changes or other 


economic events may make it neces- 
sary to liquidate a particular part 
of the LIFO inventory. Taxpayers 
recognized this danger and sought 
to minimize it by making their 
elections apply to broad classifica- 
tions. In the early development of 
LIFO principles, the Treasury in- 
sisted on very narrow classifica- 
tions but, in October, 1944 issued 
T. D. 5407 which satisfied most tax- 
payers in that it explicitly author- 
ized (1) the combination in a single 
category of raw materials and the 
raw material content of goods in 
process and finished goods, and 
(2) the combination of similar, but 
not identical, raw materials into 
single groups. It must be borne in 
mind, however, that the Regula- 
tions still state, ““There may be 
several types of raw materials, de- 
pending upon the character, quali- 
ty, or price and each type of raw 
material in the opening inventory 
must be compared with a similar 
type in the closing inventory.” 
This question of groupings can be 
worked out with the Treasury in 
advance of the adoption of LIFO 
and in doubtful cases it would be 
advisable to do so. The office of 
each Internal Revenue Agent in 
Charge is staffed with experts in 
this field who will discuss problems 
of this type with interested tax- 
payers. In order to avoid the 
dangers inherent in liquidation, the 
taxpayer should make its classifi- 
cations as broad as possible in its 
application. 
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Where inventories tend to re- 
main fairly constant, price varia- 
tions will cause much greater fluctu- 
ations in net income under FIFO 
than under LIFO since, in the 
former cases, net income reflects 
so-called inventory profits or losses. 
Therefore, even assuming a return 
to the basic LIFO price level after 
a long series of years, income taxes 
will tend to be lower under LIFO 
than under FIFO, if income is 
taxed at progressive rates or is 
subject to excess profits taxes, or if 
income tax rates increase in years of 
increasing prices and decrease in 
years of falling prices. 

The extent to which LIFO and 
other methods of determining cost 
is currently being used may be 
gathered from the following tabu- 
lation which is taken from page 37 
of “Accounting Trends and Tech- 
niques Fourth Annual Cumulative 
Survey” prepared by the Research 
Department of the American 
Institute of Accountants. The re- 
ports analyzed are those with fiscal 
years ending July 1, 1949 to June 
30, 1950. 


1949 Pricing Method 
313 Not indicated 

105 Average costs 

91 Last-in, first-out 

91 First-in, first-out 


25 Standard cost 
6 Retail method 
7 LIFO—retail method 
6 FIFO—retail method 
10 Specific invoice costs 


a 


7 Base stock 


“Actual” costs 
“Estimated” costs 
Inventories negligible 
Relative value method 
Market prices of ingredients 
plus manufacturing costs 


bo Ww 


673 


Of 525 reports studied, 98 men- 
tioned LIFO as the basis for the 
valuation and these, according to 
page 39 of the same study, are 
broken down by industry, as fol- 
lows: 


Industry No. 
Airplane....... jdeo a eat ere 
PRUOMAOOEE 55 ok eee 
PIPING ioc Oso aw eiatea’s 3 
ee 1 
Building Materials.......... 6 
Chemicals. ... 4 
RNIN ov do psc dS ekiinamere aeecstars 6 
MEM er actancncec sais ; 
DVRMINEINEI © 6.5 655-3 a. areceicvercans 4 
i ies | | “ 
MED coisa a aloe ems 9 
I ori raids Ay oiis hig aleiera aster oun 4 
ee eee er ae 17 
Printing. ......... 
| a eater te te 9 
MINES cic. a5 ace givers ees 1 
SUMOUNOINIE oa ciec ec idcesiwes Sz 
1 ERA RE Dg ee ea 2 
SN oa tos) rae Socal eee 5 
RUINED x 5a) 3s scerindomcelenelp sega j 
RNY 3 «ona  hanavatorerentere 1 
Transportation Equipment... 1 
WH MEN 5655s: dctensianalelauaterws 
Miscellaneous unclassified 

re | 
98 
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The materiality of the adjust- 
ments is indicated from the follow- 





ing excerpts taken from pages 41 
and 42 of the same study: 





Excess of 
Replacement 
Principal LIFO Costs 

Name of Company Business Valuation over LIFO 

National Supply Company...... Oil and gas field $14,034,191 $6,000,000 
equipment 

Armstrong Cork Company...... Floor coverings 4,540,000 3,375,000 

Archer-Daniels-Midland Co..... Vegetable oil Not stated 3,000,000 
processing 

The Derby Oil Company........ Oil Not stated 540,000 

Pittsburgh Plate Glass Company Plate glass (A) 3,600,069 2,271,991 

Holly Sugar Corporation........ Beet sugar producer (B)Not stated 4,800,000 





(A) Less than cost determined on average basis. 
(B) Less than cost determined under FIFO. 


Several other reports while not 
disclosing the difference indicated 
that the LIFO inventory was sub- 
stantially less than current replace- 
ment costs. 

The survey for the preceding 
year indicated that the LIFO inven- 
tories for 1948 were substantially 
less than replacement costs in many 
instances where the disclosures were 
made. 

In appraising the foregoing re- 
sults, it should be borne in mind 
that the companies mentioned prob- 
ably elected LIFO to a considerable 
extent at the beginning of World 
War II. Records indicate that 


some companies elected LIFO as 
late as 1946 and 1947 but indica- 
tions are that fewer companies 
followed this practice in 1948 and 
1949. Certain publications of the 
National Retailers Dry Goods As- 
indicate that LIFO is 


sociation 


being favorably considered and it 
would not be surprising if more 
stores adopted LIFO this year. 
Retroactive Election of LIFO by 
Retailers: As already indicated, 
certain retailers elected LIFO and 
filed their returns on that basis in 
spite of the refusal by the Treasury 
to admit that LIFO could be elected 
by retailers. Their right to use 
LIFO was established in the Hutzler 
Bros. case, supra. After this de- 
cision, many retailers took the 
position that they would have 
elected LIFO had not the Treasury 
publicly taken the position that 
retailers could not elect LIFO. 
They immediately filed amended 
returns and claims for refund for all 
prior years whether open or not, 
hoping that legislative or adminis- 
trative relief would be granted to 
them. Additional taxes called for 
by the amended returns were paid. 
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The Treasury has now denied such 
claims for refund and it is antici- 
pated that forthcoming litigation 
will, in the near future, determine 
the validity of such claims. Inci- 
dentally, such taxpayers who paid 
additional taxes called for by the 
LIFO method should file protective 
claims for refund before the expira- 
tion of the applicable statutory 
periods. 


It does not appear at the present 
time that any legislative relief will 
be forthcoming for retailers who 
elected LIFO retroactively. 


The question arises whether these 
retailers may now currently elect 
LIFO without prejudice to the 
claims for refund previously filed 
and based upon their retroactive 
election of LIFO. It is believed 
that current election of LIFO 
should be allowed if it is denied 
retroactively and that claims previ- 
ously filed should not be affected 
provided that taxpayer in its state- 
ment of the current election care- 
fully indicates that the current 
election is made without se i 
to its position that it is entitled to 
the retroactive election to the piior 
year and that the current election 
is to become effective only in the 
event that it is ultimately deter- 
mined that the retroactive election 
is invalid and of no force or effect. 
The language employed in the ex- 
pression of the election on the 
current return should be approved 
by counsel of the taxpayer. 





Retroactive Application of Relief 
Arising from Involuntary Liquida- 
tion: Section 22(d) (6) provided for 
relief in situations where (1) inven- 
tories were reduced in taxable years 
beginning after December 31, 1940 
and prior to January 1, 1948, 
(2) replacement was not possible 
due to certain war conditions, 
(3) goods were actually replaced 
at higher prices during years ending 
prior to January 1, 1951, and (4) 
the taxpayer elected to have the 
provisions apply in its return filed 
for the year in which the involun- 
tary liquidation occurred. Many 
retailers who filed retroactive elec- 
tions of LIFO also filed retroac- 
tively claims for refund under this 
section. Many of these claims have 
also been denied. On September 5, 
1950, H. R. 3278 was enacted into 
law. This law was retroactive to 
taxable years beginning after De- 
cember 31, 1940 and provided that 
the taxpayer on the LIFO basis 
may make the election as to invol- 
untary liquidation “‘at such time 
and in such manner and subject to 
such regulations as the Commis- 
sioner with the approval of the 
Secretary may prescribe.” The 
following excerpt from the report 
of the Committee on Ways and 
Means is significant: 

In some cases taxpayers did not know, at 
the time the return was filed, that it would 
be to their advantage to make such an 
election. For example, there are cases 
where, at the time of a subsequent investi- 


gation of the return, Government agents 
have segregated into two groups or classes 
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an inventory which the taxpayer considered 
as consisting of only one class of items. As 
a result of this segregation it is now held 
that a liquidation of the inventory of one 
class of items occurred, although there was 
no decrease in the number of both classes 
combined. 


The press release issued by the 
Treasury on October 24, 1950 and 
reading in part, as follows, is also 
significant: 


The object of this release is to explain in 
simple language the purpose and effect of 
the above-mentioned amendment and of the 
proposed regulations thereunder which were 
published on October 13, 1950, in the 
Federal Register. 

As clearly shown by the House and 
Senate Committee Reports on H. R. 3278, 
the purpose of the amendment is to allow 
the Commissioner of Internal Revenue, in 
any case which appears to involve hardship, 
to provide relief from the original statutory 
requirement that an election be made at the 
time of the filing of the return. Certain 
cases have arisen, for instance, in which the 
return as filed disclosed no liquidation of 
inventory, and it was only upon audit of 
the return by the Commissioner, through 
adjustments in inventory made by the 
Bureau, that the involuntary liquidation 
appeared which might occasion an election. 
So long as the election at the time of the 
filing of the return was required by the 
statute, the Commissioner could grant no 
relief in a meritorious case, but under the 
amendment providing that the time of 
election may be prescribed by the Commis- 
sioner with the approval of the Secretary, 
relief may be granted by the Commissioner 
in hardship cases under the provisions of 
subpart H of Regulations 111, relating to 


Cl G7 


extension of time for making certain elec- 
tions. (Supplement to Regulations 111, 
page 488, added by T. D. 5391, C. B. 1944, 
474, and amended by T. D. 5400, C. B. 
1944, 476.) 

The proposed regulations which were pub- 
lished on October 13, 1950, in the Federal 
Register provide for substantially the same 
election requirements as were formerly pro- 
vided by the statute, namely, an election at 
the time of the filing of the return for the 
year of liquidation, or within six months 
thereafter. It is the intention of the Com- 
missioner to grant relief at the present time 
from those requirements in cases in which 
the taxpayer had reasonable cause for its 
failure to exercise its election at the time 
formerly provided by the statute or as now 
provided by the proposed regulations, and 
where it is shown, as provided by subpart H 
of Regulations 111, that the granting of the 
extension of time for making the election 
will not jeopardize the interests of the 
Government. 

The amendment made by Public Law 
756, 8lst Congress, does not affect the 
limitations provisions relating to replace- 
ment adjustments. Thus, if the year of 
liquidation is barred by the statute of 
limitations, a refund for the year of liquida- 
tion can be made only if a claim for credit 
or refund is filed within three years after 
the filing of the return for the year of re- 
placement. 


If past experience is any guide, 
it should not be anticipated that 
this law will be administered with 
liberality or sympathy. Taxpayers 
should nevertheless review their 
situations and file claims to protect 
their interests. 
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The Auditor Makes His Report 


By E. J. TAYLOR 


(New York Office) 


What shall it benefit the client if the 
auditor performs the highest grade of pro- 
fessional work and is unable to present his 
results in a form acceptable and compre- 
hensible to his client? 

—R. H. MONTGOMERY 

The auditor who finds himself in 
that predicament and realizes it, 
would probably like to follow the 
advice of the Scotch sage who said, 
“Never write it if you can say it 
and better yet, just wag your head.” 
But an auditor cannot just stand 
around solemnly wagging his head, 
so he must get on with writing an 
audit report. Careless preparation 
of reports tends to break down con- 
fidence in the auditor. Excellent 
work is often obscured by failure to 
present a clear-cut, hard-hitting 
report. 


SUMMARY 


A thumbnail compendium of the 
thoughts intended to be conveyed 
by this article is as follows: 


1. The ability to prepare a 
clear, concise, and interesting 
audit report is an essential 
qualification of the successful 
auditor. Failure in this im- 
portant respect curtails the 
value of the audit and in- 
directly the progress of the 
auditor. 


J 


se 


The audit report is the sum- 
mation and permanent record 
of the performance of the 
audit. It is the concrete 
product of the billing, which 
often runs to very large 
sums. 


. The wording of the short- 


form audit report Has been 
generally standardized except 
with respect to explanations 
and qualifications. 


. The standard short-form re- 


port states with commend- 
able brevity the scope of 
examination in one para- 
graph and the opinion of the 
auditor in another paragraph. 


. The long-form report is dis- 


tinguished by greater volume 
of text than the short-form 
report, together with infor- 
mation that is explanatory, 
descriptive or analytical. 


. Explanations and qualifica- 


cations in an audit report 
must be stated clearly and 
unequivocally. 


. An opinion should not be 


given if the qualifications are 
such as would negate an 
expression of opinion, or 
render the report worthless. 
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8. 


10. 


11. 


13. 


14, 


The long-form report is often 
the only tangible evidence 
the client has to judge the 
value of the audit to him. 
His impression of the report 
remains his impression of the 
skill and ability of the auditor. 


. Care and diligence must be 


applied in writing the text of 
long-form reports to avoid 
inept expressions and mis- 
statements of fact and opin- 
ion. 


Financial statements must be 
designed to create the right 
impression and the impres- 
sion conveyed by the state- 
ments must be that intended 
by those who fashioned the 
statements. Accountants are 
judged as much by financial 
statements as by their reports 
thereon. 


Disclosure in financial state- 
ments must be adequate and 
complete. 


2. Advice to staff auditors con- 


cerning the manner of writing 
reports is always timely. 
Examples of good and bad 
reporting should constantly 
be studied and criticized. 


Alertness of assistants in de- 
veloping useful information 
for a long-form report, or 
bringing to attention mat- 
ters bearing upon the word- 
ing of the short-form report 
and the financial statements, 


should prove of great value 
to seniors in charge of audit 
engagements. 


WorD-MAN; NUMBER-MAN 


Public accountants by training 
and experience may be said to 
compose two general groups which 
we can designate as “‘word-man” 
and “‘number-man.”” The tendency 
is to advance with training and 
experience into the word-man group. 
Members of such group have rela- 
tive degrees of talent for speaking 
and writing and skill in report 
structure and phraseology. Gener- 
ally, a good word-man is also a 
good number-man although some 
have primarily a special gift for 
evaluating the significance and 
meaning of words and phrases, 
while others make a fetish of words 
for their own sake. Many a number- 
man despairs of becoming a word- 
man and prefers to leave to others 
the choice of the words which de- 
scribe, explain and form the final 
product of an otherwise excellent 
audit performance. 

The number-man and the less 
careful or capable word-man fre- 
quently but erroneously consider 
that their problem is simplified or 
even solved when the client re- 
quires only the short-form report 
and there is no need to include 
qualifications or explanations in its 
standard text. The terms “short- 
form report” and ‘“‘long-form re- 
port” indicate the volume of text 
written by the independent 
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accountant to accompany the finan- 
cial statements; however, the re- 
port is more than just the text. 
It includes the financial statements 
and the notes accompanying them. 
Too often, in discussion of reports, 
consideration is given only to text 
of the long form without thought to 
the statements. It is well estab- 
lished, of course, that financial 
statements are the representations 
of the client, not the independent 
accountant, But, it is not as if 
they were a picture already painted 
concerning which the accountant 
writes an accompanying text. Fi- 
nancial statements, as respects form 
and content, are in large part the 
product of the fertile minds of 
public accountants. The quality of 
workmanship of public accountants 
is measured as much by the finan- 
cial statements as by the text of the 
report upon them. 

Skill in the preparation of audit 
reports can be cultivated by those 
who are otherwise technically well 
qualified and have some measure of 
skill in the art of writing. For some 
it means assiduous cultivation but 
for others only training and applica- 
tion. Many have achieved word- 
man status in an accounting or- 
ganization without having devel- 
oped the better kind of this qualifi- 
cation. For them as well as the 
burgeoning word-man of the 
number-man group, public account- 
ants would do well to take some 
pains toward organized training 
and cultivation in the art of writing. 


SHORT-FORM REPORT 


The text of the short-form report 
has generally been standardized 
and the standard wording found in 
it represents the product of the 
best accounting brains of the coun- 
try. There is no standard wording 
that can be used inflexibly, because 
no short form can be devised which 
will, without alteration, omission or 
substitution cover the whole field 
of examinations undertaken by 
independent public accountants. 
There are many instances where 
some phrase in the standard form 
may be inappropriate and there are 
occasions when explanations or 
exceptions, or both, may be re- 
quired. 


The basic idea of the standard 
form of wording is that every audit 
report requires at least one para- 
graph of comments concerning the 
scope of examination by the inde- 
pendent accountant and another 
paragraph embodying his opinion 
that the financial statements pre- 
sent fairly the position and results, 
or a frank disclosure of the reasons 
why he is unable to express such 
opinion. Unless the audit report 
does both of these things it does 
not serve the purpose for which it 
was sought. 


The two standardized paragraphs 
of the short-form report state the 
nature and scope of the technical 
service the professional accountant 
seeks to perform, and largely govern 
his responsibility. Because it is 
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essential that such a report be 
phrased clearly and concisely in 
language which has a reasonable 
background of general acceptance 
as to its intent, the profession has 
agreed upon a statement of these 
characteristics in words which ex- 
press the acknowledged intent. 

The standard form of wording for 
the short-form report which is 
presently in use is as follows: 


We have examined the balance sheet of 
X Company as of December 31, 19.. and 
the related statement(s) of income and 
surplus for the year then ended. Our 
examination was made in accordance with 
generally accepted auditing standards, and 
accordingly included such tests of the 
accounting records and such other auditing 
procedures as we considered necessary in 
the circumstances. 

In our opinion, the accompanying balance 
sheet and statement(s) of income and 
surplus present fairly the financial position 
of X Company at December 31, 19.., and 
the results of its operations for the year then 
ended, in conformity with generally ac- 
cepted accounting principles applied on a 
basis consistent with that of the preceding 
year. 


This form was designed originally 
in 1932 and has been improved by 
various revisions during the subse- 
quent years. All of the words have 
been carefully culled over and tested 
for significance and for conveying 
the right shade of meaning. 


EXCEPTIONS AND QUALIFICATIONS 


Whenever it becomes necessary 
to write an exception or qualifica- 
tion into an audit report it must be 
expressed clearly and unequivocally 


as to whether it affects the scope of 
the work, any particular item of the 
financial statements, the soundness 
of the company’s procedures, or the 
consistency of accounting practices 
where lack of consistency calls for 
an exception. Exceptions should 
be stated so that their import may 
not be susceptible of misunder- 
standing, and with careful regard 
for the relative importance of the 
exception to the statement as a 
whole. 

An Institute special committee 
has advised that distinction must 
be made between those comments 
intended to be merely informative 
or to state limitations on the scope 
of the accountant’s work (e. g., 
where part of the work has been 
performed by other accountants) 
and those which indicate dissent 
from particular practices of the 
client. A succession of explanations 
and factual information in the body 
of a report followed by an opinion 
“subject to the foregoing’’ may be 
ambiguous because the auditor does 
not make it clear to which, if any, 
of the matters he is taking excep- 
tion. 

It is not proper to evade respon- 
sibility by ‘qualifications which 
make a report worthless. If a client 
has so restricted the scope of an 
examination that numerous quali- 
fications become necessary when 
stating conclusions regarding the 
financial statements, the auditor 
should not submit an opinion. It is 
proper to give qualified opinions 
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regarding financial statements 
where there are legitimate differ- 
ences of opinion as to what may 
constitute accepted principles of 
accounting under certain circum- 
stances. However, regard must be 
had for the requirement that the 
financial statements must be pre- 
pared in accordance with prin- 
ciples for which there is substantial 
authoritative support. There are 
times when an auditor cannot 
reach a judgment concerning an 
item of importance owing to inade- 
quacy of evidence or the necessity 
of deferring to another authority 
regarding the amount or character 
of an item. A qualification is ap- 
propriate under such circumstances. 


LONG-FORM REPORT 


The long-form audit report af- 
fords the accountant a means of 
maintaining his line of communica- 
tions with the client. In many 
cases the client himself may see 
but little of the members of the 
staff directly engaged on the work, 
and his impression of the value of 
the work done will be based in 
large measure on the report sub- 
mitted. The effort entailed in con- 
tinuous vigilance over the form and 
content of audit reports will be 
repaid by increased confidence, de- 
served recognition and the satisfac- 
tion that the summation of the 
audit is not less excellent than the 
performance of it. 

For the long-form report the 
accountant takes the two basic 


paragraphs of the standard short 
form and adds comments and in- 
formation that are explanatory, de- 
scriptive or analytical. The product 
should be well balanced as to items 
of interest and significance and in- 
clude information which gives to 
directors and others who receive 
the report explanations of results 
which they could not deduce from 
study of the financial statements 
alone. 

The well-rounded report gener- 
ally includes four principal sections. 
One section is devoted to discussion 
of operating results, comparisons 
with the preceding year, analyses 
and explanations of significant 
changes in sales, gross profit, ex- 
penses and other principal elements 
of net income for the two years re- 
ported upon. Another section deals 
with and illustrates the changes in 
financial position during the fiscal 
year and discloses in simple sum- 
mary the principal items which 
contributed to the change of net 
working capital. Then follows com- 
ments upon various balance sheet 
items, their bases and composition 
and the scope of the audit of them. 
The other principal report section 
covers matters of interest concern- 
ing scope of audit of elements of the 
statement of income, any useful 
details of miscellaneous aggregate 
amounts therein, and comments 
upon accounting procedures and 
internal controls. 

Three essentials for the produc- 
tion of good audit reports are: 
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first, systematic and well-ordered 
collection of significant facts; sec- 
ond, logical and careful consider- 
ation of them; and third, summar- 
ization in a clear, concise and read- 
able manner of the work the auditor 
has performed and the conclusions 
he has reached. It is important 
that the report carefully and pre- 
cisely define the scope of the audit 
and distinguish between matters of 
fact established by the auditor and 
conclusions based on information 
furnished but not verified. Facts 
must be differentiated from opin- 
ions. In defining the scope of an 
audit it is often as important to say 
what has not been done as to say 
what has been done. While a dis- 
closure in his report that he has 
omitted procedures required under 
accepted auditing standards might 
not relieve the auditor of responsi- 
bility, he should clearly state any 
important limitation which has 
been placed upon his work. 


Whether or not the report writer 
has chosen a good over-all structure 
or a poor one, his greatest problem 
arises in the detailed structure and 
phraseology of the report. Most 
readers are conscious of the hall- 
marks of reports which are excellent 
and those which are merely pass- 
able. A few observations may prove 
helpful to those who have the task 
of writing the reports: 


(a) A verbose style of writing is 
boring and strains the pa- 
tience of a reader. On the 





other hand, sparseness of 
words with clipped sen- 
tences and cryptic expres- 
sions do not make for clear 
meaning. Concise but full 
presentation of pertinent 
information is the desired 
goal. 


(b) Rambling structure rather 


than presentation of facts 
in orderly and logical se- 
quence confuses a reader 
and may cause a significant 
item to be overlooked. 
The same matter should 
not be discussed in scat- 
tered places of a report, but 
if that is unavoidable there 
should be appropriate cross 
reference. 


A useful technique is to in- 


clude footnotes on sched- 
ules to explain the basis of 
the accounts, unusual 
items and items not ade- 
quately explained by the 
descriptive headings. Re- 
petition of such matters in 
the comments section of 
the report is unnecessary. 


(c) Regardless of excellence of 


style and form, if a report 
is shallow of content it may 
not serve the purpose. By 
stating all of the significant 
facts and explaining fully 
the matters that are doubt- 
ful or questionable, one 
may anticipate reasonable 
questions that come into 
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the minds of readers. The 
bare statement by an audi- 
tor that he is satisfied with 
a result, however unusual 
the circumstances, does not 
necessarily assure readers 
of the report that the result 
is fair and proper. It isa 
good rule to back up a con- 
clusion with the reasons 
why the conclusion was 
reached. 


Items of minor significance 
should be given little, if 
any, space ina report. Ex- 
tensive use of statistics, 
compilations and schedules 
should be avoided wher- 
ever possible. A certain 
amount of this material is 
basic for complete under- 
standing of a report but it 
is often overdone. Resis- 
tance arises in the mind of 
a reader presented with a 
bulky report heavily laden 
with tables, schedules and 
statistics. A significant 
item in the heap may be 
overlooked. Sometimes a 
simple summary paragraph 
of text can displace pages 
of detailed statistics. 


(d) Some reports do not display 
clear-cut conviction on 
matters of principle and 
consequence. Wording such 
as “it would appear to be 
reasonable,” ‘“‘it is be- 
lieved,” “‘it seems appar- 


” 


ent,” etc. leave in the 
minds of readers a linger- 
ing doubt that the auditor 
is sure of his ground. 


Sometimes there appears a 


statement that there was 
not sufficient time to do cer- 
tain audit work or that the 
auditor did not attempt to 
verify or check certain 
figures. Such statements 
create a void in the minds 
of readers. Omission of 
some audit steps is justi- 
fied when not material to 
the purpose of the examin- 
ation and a clear-cut state- 
ment to that effect is in 
order. An accountant 
should not subscribe to a 
report if he has not been 
allowed sufficient time to 
do the work required for 
the purpose of the ex- 
amination. 


(e) Reporting scope of examina- 


tion simply in terms of per- 
centages of check of the 
elements of the statements 
is neither helpful nor satis- 
factory. Readers apart 
from the task are not in a 
position to judge whether 
or not the stated percent- 
ages represent an adequate 
check. Where such per- 
centages are reported, there 
should also be an affirma- 
tion that the results of the 
check demonstrated its 
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adequacy under the cir- 
cumstances. If the per- 
centage is relatively low 
there should be included 
an explanation of why a 
more extensive check was 
not warranted. 


INEPT EXPRESSIONS 

It is impracticable in this brief 
discussion to do more than suggest 
that a searching, critical point of 
view be adopted in writing an audit 
report, and to point to some inept 
expressions which have been used 
and should be improved. Each 
sentence in an audit report should 
be tested with the queries—Is this a 
statement of fact or an expression 
of opinion? If a statement of fact, 
has it been independently verified; 
if not, has the source of the in- 
formation been identified in the 
report? If an opinion, is it the 
opinion of the auditor or of someone 
else? 

Following are examples of sen- 
tences and expressions which are 
criticized because they do not 
define the auditor’s meaning either 
correctly or with the precision that 
is required in the writing of a tech- 
nical report. Some of these ex- 
amples have been taken from actual 
audit reports while others repre- 
sent expressions frequently found 
in manuscript drafts prepared by 
staff auditors but corrected upon 
review. No attempt has been 
made to illustrate all errors which 
may be found, but rather to suggest 


principles to be kept in mind and 
applied to achieve a definitely 
higher standard of reports. The 
examples deal with matters of 
rather ordinary nature and there- 
fore represent a more impressive 
demonstration of pitfalls in report 
preparation than special and un- 
usual matters. 


1.. ““We made the usual verifica- 
tion of balance sheet items 
and carefully scrutinized 
the important income and 
expense accounts.” 


The reader of this sentence might 
wonder what is a usual verification. 
Is it one so regarded by the report- 
ing auditor, by accountants gener- 
ally, by the client, or by whom? 
The term “verification of balance 
sheet items” is used without quali- 
fication as though intending to 
report that all possible verifications 
were made, such as circularization 
of customers and creditors and the 
like. The dictionary meaning of 
“scrutiny” is ‘‘close examination; 
minute inspection; critical obser- 
vation; a searching gaze.” In the 
example noted above the auditor 
reported that the important income 
and expense accounts were carefully 
scrutinized. The intention probably 
was not to indicate that the ac- 
counts were examined as thoroughly 
as the term scrutiny implies 


2. ““‘We have examined or other- 
wise accounted for all the 
assets shown on the annexed 
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balance sheet and have in- 
cluded therein all of the 
liabilities that we were able 
to ascertain.” 


In this example it is stated that 
“We examined ... all of the 
assets.”” Of course what was ex- 
amined was accounts, not assets. 
There is an attempt to qualify the 
search for liabilities by limiting 
them to those that “we were able 
to ascertain.”” The word “‘ascer- 
tain,’ however, meaning to find 
out for a certainty by trial, exami- 
nation, or experiment, would not 
seem to indicate as much of a 
limitation on the work as probably 
was intended. 


3. “‘As a result of our investiga- 
tion we believe that the 
cash funds and bank ac- 
counts have been properly 
administered.” 


This example illustrates the care- 
less use of well-rounded phrases 
which seem to be harmless generali- 
ties, but which when analyzed 
disclose the possibility of extreme 
embarrassment. The sentence indi- 
cates, although it was probably 
not intended to do so, that the 
accountant is expressing approval 
of business policies affecting the 
administration of cash funds. It 
implies that the company has taken 
proper precautions against pecu- 
lation, used efficiently the funds at 
its disposal, deposited them in the 
banks best suited for the purpose, 


allocated them correctly in amount 
by banks, utilized surplus funds to 
the best advantage, taken proper 
advantage of cash discounts, and, 
in general, has administered its 
funds to such advantage that no 
criticism of the financial officers of 
the company could properly be 
made. Only in very unusual cases 
would the accountant’s investiga- 
tion of cash be of such a character 
as to qualify him to attempt to ex- 
press an opinion on such questions. 


4. “The investment in securities 
which are stated in the ac- 
companying balance sheet 
at book values were verified 
by examination or confirma- 
tion of banks holding them 
for safekeeping.” 


Strictly, the auditor does not 
verify investments by count or 
examination; he sees the securities 
(bonds, stock certificates, notes, 
etc.) evidencing the investments. 
The words “‘examine’”’ or “inspect” 
carry with them the idea of looking 
at an item so minutely that its real 
character or quality will be dis- 
closed. The auditor does not ordi- 
narily hold himself to be so expert 
as to be able to detect forgeries, 
facsimiles or counterfeits; it seems 
better, therefore, to avoid words 
which might be held to indicate 
that he purports, in his verification 
of securities, to establish the genu- 
ineness of the documents. The 
sentence includes a very common 
error, namely, the use of the plural 
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verb “were” with a singular sub- 
ject, “investment.” 


5. “Individual balances due from 
customers were scrutinized 
and found to be in agree- 
ment with the general ledger 
controlling account.” 


The sentence seems to indicate 
that all of the individual balances 
were scrutinized. It seems doubtful 
whether every balance was subject 
to such searching, critical examina- 
tion as is implied in the word 
“scrutiny.” In any event, scrutiny 
of the balances would not result in 
the balances being found in agree- 
ment with the control account; only 
an addition of the balances would 
verify that condition. 


6. “The individual accounts re- 
ceivable were examined in 
detail and were found to 
agree in total with the 
balance of the general ledger 
controlling accounts.” 


In addition to stating rather 
categorically that ail of the indi- 
vidual accounts were examined in 
detail (see the comment above on 
“examination” of investments), the 
sentence states that the accounts 
were found to agree with the con- 
trolling accounts. It is not the 
accounts which are in agreement, 
but the balances in the accounts 
which may be totaled and compared 
with the control; also it is doubtful 
whether the impression conveyed 


that a detailed examination was 
made of the individual accounts 
correctly sets forth what was actu- 
ally done. It is suggested that the 
only thorough verification of ac- 
counts receivable includes, as an 
important element, complete circu- 
larization of the customers. When 
this procedure has been omitted 
for any reason, any statement 
which seems to represent that the 
auditor has verified the accounts 
receivable should be avoided. 


7. “In our opinion, the allowance 
for doubtful accounts, dis- 
counts and allowances is 
ample to care for losses or 
other claims which the com- 
pany may be called on to 
meet.” 


None of the considerations which 
led the auditor to his opinion as to 
the sufficiency of the allowance are 
mentioned, and therefore the reader 
is justified in presuming that all 
possible tests were applied. It 
would be desirable to state briefly 
the basis on which the auditor’s 
opinion was formed. Another ex- 
pression which is often found in 
draft reports is to the effect that 
the allowance for doubtful accounts 
in the auditor’s opinion is sufficient 
to “cover all possible bad debt 
losses.” It is possible (though 
perhaps not probable) that 100 per 
cent of the accounts might prove 
to be uncollectible; therefore all 
possible bad debt losses mean the 
total accounts receivable. Obvi- 
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ously this is not the meaning 
intended to be conveyed. 


8. ““We investigated the physical 
quantities and method of 
valuing the inventories and 
tested the arithmetical cal- 
culations.” 


The reader of this sentence is 
left to imagine what the “‘investi- 
gation” consisted of, what the 
investigation disclosed as to the 
method of valuation in use, whether 
the auditor approved of the method, 
and what were the results of the 
investigations of physical quanti- 
ties and tests of calculations. 


9. ‘‘We made limited tests of the 
quantities of general sup- 
plies at December 31, 195- 
by applying purchases and 
issues since that date to the 
quantities on hand at the 
time of our tests.” 


The sentence is very awkward, 
and probably more than one reading 
is required to decipher its meaning. 
This in itself is a serious fault in 
writing an audit report. In addi- 
tion, the writer apparently is taking 
responsibility for the implication 
that the physical additions and 
deductions from stock for the period 
from December 31 to date of his 
tests were correctly recorded. Usu- 
ally, all he can be sure of is that 
the records indicate that certain 
purchases and withdrawals were 
made. 


10. Descriptions of the work 
done in connection with 
the verification of additions 
to property accounts, and 
expressions of opinion re- 
garding their propriety, 
have appeared as follows: 

Additions to mine buildings, 
structures and equipment, and 


other colliery improvements for 
the year were as follows; 

Comprehensive tests were 
made of charges to unfinished 
construction and we found the 
amounts charged represented 
proper capital additions; 

Changes in the capital ac- 
count were examined by us; 

The net value of the plant 
assets decreased $0,000.00 dur- 
ing the year as follows. 

The auditor’s work in connection 
with additions to plant accounts is 
that of substantiating, by test 
check or otherwise, that the 
amounts appearing as debits or 
“charges” to the accounts have 
been properly classified on the 
basis of sound accounting prin- 
ciples. He does not verify the 
additions to machinery, buildings, 
and the like by inspection of the 
physical properties. The wording 
of the third sentence escapes this 
criticism but the broad statement 
that these additions to the accounts 
were examined by us might be 
construed by the reader to mean 
that the auditor made practically 
a detailed physical examination 
of the capital account additions. 
The last sentence in the group 
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involves the use of the word 
“‘value,”’ without descriptive quali- 
fications. Probably what was in- 
tended was that the balances in 
the plant asset accounts decreased 
during the year. 

In the second sentence the audi- 
tor has used the words “‘the amounts 
charged represented proper capital 
additions.”’ Such expression might 
well be taken to mean that the 
auditor is passing on the economic 
propriety of the expenditure or 
addition; it is not, of course, ordi- 
narily the business of the auditor 
whether the additions are necessary 
or prudent. Whether a particular 
item is properly chargeable to plant 
account is a matter of opinion 
which should be based on a study 
of the facts. This study may be 
confined to certain tests. There- 
fore, it seems desirable that any 
statement regarding the propriety 
of the charges to plant account be 
qualified by the expression “‘in our 
opinion,” or state that the work 
done “‘indicated that the additions 
are proper capital charges.” 


11. “We verified the outstanding 
stock by inspection of the 
stock certificate books.” 


A complete verification of capital 
stock outstanding must necessarily 
include a confirmation of the out- 
standing shares by the registrar and 
transfer agent. Where these agents 
are not employed, and the auditor’s 
work is restricted to a count of the 
outstanding shares as shown by 





the stubs, the word verification 
should not be used. Strictly speak- 
ing, there are no stock certificate 
books; the stubs of the stock cer- 
tificates are seen. The same objec- 
tions may be raised to the use of 
the word inspect in connection with 
stock certificate stubs as when used 
in the expression to ‘inspect 
securities.” 


12. ‘‘While sales for 1950 were 
$0,000.00 in excess of those 
for 1949, by reason of an 
increase in cost of sales, 
the gross profit decreased 
2.34 per cent Ss 


Actually the changes in gross 
profit and in ratio of gross profit 
to net sales may reflect a number 
of factors other than cost; for 
example, the decrease in gross 
profit noted above might have 
been attributable to any one of or 
any combination of the following 
factors: 


Lower selling prices (unit volume 
remaining the same) 


Higher unit costs (unit volume 
remaining the same) 


Overvalued opening inventory 
(in relation to closing inven- 
tory ) 


Undervalued closing inventory 
(in relation to opening inven- 
tory ) 

Relatively greater proportion of 
low gross profit items sold in 
1950 than in 1949. 
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The point to be kept in mind is 
that there must be sufficient facts 
to justify comments on the reasons 
for a change in the amount and 
percentage of gross profit. 


DISCLOSURE IN FINANCIAL 
STATEMENTS 
The reader of the statements is entitled 
to assume that a conscientious examination 
of the accounts has been made and that the 
judgment of a qualified person has been 
applied to them. In particular he is en- 
titled to believe that the general impression 
conveyed by the statements was intended 
to be conveyed and that it is the right im- 
pression; neither technical procedures nor 
anything else should be permitted to stand 
in the way of attainment of this funda- 
mental objective. 
—COMMITTEE ON STATISTICAL REPORT- 
ING AND UNIFORM ACCOUNTING FOR 
INDUSTRY (1934) 


In the preceding section of this 
article attention was devoted to 
features of sentence structure and 
the meaning of words and phrases, 
primarily as related to text of 
long-form audit reports. Skill in 
the art of writing will assist the 
qualified auditor to achieve good 
design and terminology in the 
financial statements and schedules 
which accompany his _ report. 
Choice of good format and words 
which clearly describe and explain 
the financial items, to create the 
right impression, comes easier to 
the person who habitually writes 
understandable and accurate report 
prose. 

However, no auditor, regardless 
of his skill and success as a word- 


man, is to be commended on the 
artistic quality of his report text 
and statements if adequate dis- 
closure has not been made in them 
of material facts necessary to make 
some statement that was made not 
misleading. Better that we should 
have verbosity and ineptness and 
other faults but retain the hard 
core of honesty and truthfulness in 
reporting. 

Financial statements are sum- 
maries, designed to reduce the 
number of items to a minimum and 
to compress all verbal matter into 
the most condensed language. 
Nearly every item in accepted 
forms of balance sheet and income 
statement is, in a sense, incom- 
pletely described and related foot- 
notes are, more often than not, of 
pithy phraseology. Consequently, 
it is often difficult to decide, when 
important considerations are in- 
volved, where to draw the line 
between a disclosure that may be 
adequate and a disclosure that may 
be inadequate, each being incom- 
plete. A decision for a more 
informative disclosure rather than 
the contrary, is one which every 
responsible and successful auditor 
will make. Following are a few 
illustrations of the problem of 
providing adequate disclosure of 
essential facts in financial reporting. 

1. Suggesting Means of Informa- 
tion Instead of Reporting It: An 
auditor’s report on examination of 
financial statements contained this 
sentence: ‘““The value of the assets 
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as shown on the balance sheet is 
dependent upon realization.”’ This 
is a mere truism. The auditor had 
made separately a detailed report 
to the company regarding the very 
unsatisfactory state of loans and 
securities, the most important 
assets on the balance sheet. This 
auditor was giving shareholders 
and other readers means of infor- 
mation instead of information re- 
specting the company’s financial 
position. Because of such incom- 
plete disclosure, the auditor ran 
the risk of being held judicially to 
have failed to have discharged his 
duty. 

Sometimes financial statements 
reflect uncertain values about which 
the auditor cannot form a definite 
opinion but adequate disclosure 
would indicate such fact. For ex- 
ample, an audit report upon the 
financial statements of a farm 
equipment company for 1932 con- 
tained the explanation that the 
reserves for collection losses on 
notes and accounts receivable had 
been materially increased in view 
of the fact that continued relative 
low prices for farm products retard 
collections on receivables and ren- 
der uncertain the extent of ultimate 
realization thereon and that the 
correctness of the reserves would 
depend largely on the future trend 
of agricultural conditions. 

2. Concealment of Company’s Ac- 
quisition of Its Own Stock: A com- 
pany listed on the New York 
Stock Exchange, responding to an 


inquiry of the Exchange, disclosed 
that it had included in current 
assets on its balance sheet, as part 
of the item designated as “U. S. 
Gov’t and Other Marketable Se- 
curities,’’ substantial holdings of its 
own preferred and common stocks. 
The action of the Exchange to 
delist the company’s shares was 
canceled when the company acceded 
to the requirements of the Stock 
Exchange. 

3. Transactions Possibly Affected 
by Conflict of Interest: A corpora- 
tion’s balance sheet included a 
separate item among assets desig- 
nated as ‘Western Syndicate 
Account.” At the annual meeting 
of the stockholders the managing 
director of the corporation, re- 
sponding to an inquiry for informa- 
tion, said that he had guaranteed 
the advances personally and that 
was all that was necessary to be 
said. Some time later, the corpo- 
ration went into bankruptcy and 
the trustee brought suit against the 
auditors. It developed that the 
auditors had discussed the syndi- 
cate account with the managing 
director before reporting upon the 
balance sheet and he indicated he 
did not wish to disclose the nature 
of the syndicate’s operations, but 
finally agreed to give his personal 
guarantee of the syndicate account. 
In this situation, the auditors failed 
to recognize a responsibility to 
verify and, if necessary, to report 
to the shareholders upon any trans- 
actions affecting directors or officers 
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of the corporation in respect of 
which there might be a conflict of 
interest between such directors and 
officers and the general body of 
shareholders. 


In contrast to the situation just 
cited, another balance sheet in- 
cluded, upon the insistence of the 
auditor, a footnote which stated, 
“In the determination of surplus 
there has been deducted a payment 
of $45,000 to the president of the 
company not voted upon by the 
directors.” The audit had revealed 
that during the year the sum of 
$45,000 had been paid to the 
president of the company by check 
signed by the treasurer. As this 
payment had not been voted upon 
by the directors according to the 
minutes, the auditor questioned 
the treasurer about it. The treas- 
urer stated that the payment was 
for legitimate purposes of the busi- 
ness and that half the directors 
knew all about it. The auditor 
took the position that there must 
be disclosure in the financial state- 
ments. 


4. Occurrence Subsequent to Bal- 
ance Sheet Date: On the date when 
the auditor was about to sign his 
report he learned that notice of 
additional federal taxes for prior 
years of a substantial amount had 
been presented by the Treasury. 
In the course of‘his audit he had 
investigated the tax returns as filed 
and believed that the company 
had paid its taxes on the basis of 


correct returns. The treasurer of 
the client company asserted that 
the auditor need take no cognizance 
of the threatened additional taxes 
because the government’s claim 
was presented several weeks after 
the balance sheet date and if the 
auditor had signed his report on 
the day before or earlier, he would 
have signed without knowledge of 
the claim. The auditor took the 
position that since the claim had 
nevertheless come to his attention 
prior to his signing the report he 
could not disregard it and accord- 
ingly he added a sentence explaining 
that a claim for additional federal 
taxes for prior years had been 
presented by the Treasury. 


5. Stating an Exact Amount in 
Lieu of Referring to It: A company 
was contingently liable as endorser 
of notes, the total of which was 
three times the net assets of the 
company. The company desired 
that the reference on its balance 
sheet to the contingent liability as 
endorser should not mention the 
amount of the endorsed notes but 
should state that the amount of 
these notes was substantial. The 
auditor concluded that the word 
“substantial” or even the words 
“‘very substantial’? would not con- 
vey to the reader the magnitude 
of this contingent liability and 
insisted upon statement of the 
exact sum of the contingent 
liability. 


(Continued on page 35) 
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The Curse of Balancing* 


By ROBERT H. 


Some years ago, when I was 
trving to teach accounting at 
Columbia University, I found that 
too much satisfaction was being 
derived by the students from a 
balance-sheet which was in arith- 
metical balance. Mistakes crept 
in and by the time they were all 
located the students were so pleased 
with their works of art that they, 
reasonably, thought one side repre- 
sented real assets and the other side 
real liabilities and capital. 

I then insisted on their ignoring 
the arithmetic which so miracu- 
lously gave them a finished product 
and had them restate the whole 
business by taking each item of 
asset and looking at it from a 
practical business point of view, 
assign what they thought the assets 
were worth and whether all possible 
liabilities had been included. Usu- 
ally it meant throwing out some 
asset items (which were merely 
book debits which crept in as assets 
because no one had the nerve to 





*The fundamental objection to rigid 
standardization and uniformity in account- 
ing is highlighted in this brief article by 
Colonel Montgomery. It appeared in the 
August 1950 issue of The Journal of Ac- 
countancy, and is reprinted here in the 
belief that it may be of interest to those 
readers of the JOURNAL who do not receive 
The Journal of Accountancy. 


MONTGOMERY 


charge them to expenses), and 
adding some liabilities. Obviously 
and happily the balance-sheet was 
no longer in balance. It became a 
readable document from which 
some idea might be gained regard- 
ing how the business actually stood 
from a live point of view. 

When the figures became alive 
there was a story to be told. And 
that’s what accountants are for. 
If he doesn’t tell it, someone else 
will. This is the test of a profes- 
sion. In one case, we (the profes- 
sion) will rise or fall in public 
confidence on our independence of 
thought and action. I do not like 
the drift to rules, and standards 
and regulations which will stifle, 
then kill, the free use of our lan- 
guage to tell our story. 

As George May well said in his 
article which appeared in The 
Journal of Accountancy for March, 
1950: 


Rigid Standardization 

The demand for rigid standardization of 
accounting is based largely on distrust of 
management; but if the distrust is well- 
founded standardization is wholly ineffec- 
tive as a safeguard, since management con- 
trols the form which transactions shall take. 


What my students wanted many, 
many years ago bears a curious 
resemblance to the present cry for 
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more uniformity and _ standardi- 
zation. 

They then cried out for a written 
program which, if meticulously 
followed, would carry them to a lee 


shore and safety. 


It is natural to feel safer if some- 
one else has told you how to steer 
your way, exactly what to do. 
Yes, safer if the someone else not 
only knows his own problems but 
knows yours and everyone else’s. 
Yes, a nice way to feel if only the 
other fellow thought of everything, 
but how could he when in the whole 
vast range of business and finance 
many problems arise which in 
themselves are absolutely different 
from any other problem which has 
arisen or which has been reported 
upon? 


Here is where standardization 
and regulation falls down. Thought 
and judgment and experience are 
now required of one who is helpless 
when thrown on his own. What he 


can do—hopefully, is to reduce 
the problem to two basic and 
fundamental principles—iruth and 
disclosure. He must first find the 
truth and if there is anything in 
the financial transactions of more 
than normal importance, and if 
there is any danger of a lack of 
complete disclosure of these facts, 
then he must insist that the story 
be told. He need not bother with 
rules and regulations and standardi- 
zation. He can tell the story and 
let the chips fall where they may. 

We should not belittle double 
entry bookkeeping and the value 
of books being in arithmetical 
balance. And we know that ex- 
penses may be debited to assets 
and still the books balance. But 
I want students today to put 
balancing and standardization and 
rules and regulations in their proper 
place. Once we permit others to 
tell us what to do we will lose our 
professional status. That is not a 
nice thought. 


The Auditor Makes His Report 


(Continued from page 33) 


CONCLUSIONS 

The conclusions of this article 
are all stated at the beginning of it, 
so that if one has not read this far 
he will not have missed anything 
that can be wrapped up under the 


title of conclusions. Perhaps that 
Scotch oracle mentioned on the 
first page might have summed it 
all up with the advice, “The way to 
write a good report is to write tt,’’ and 
thus have saved much work for 
many people. 
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The 1950 Firm Meeting 


The Boston Office was host to one 
hundred thirty-four members of the 
firm and staff of our organization, 
and Messrs. Guy S. Hoult and W. 
Gerald Jephcott of P. S. Ross and 
Sons, Canada, for the 1950 Annual 
Meeting held at the New Ocean 
House, Swampscott, Massachusetts 


on September 29, 30 and October 1. 
There were also present a number 
of the wives of the members. 


The meeting afforded a most 
welcome opportunity to renew 
friendships and to discuss common 
problems. On Saturday evening 


the group was briefed on major 
(Continued on page 40) 








i 


YFrejd oO 


tim ont bt Ae Oe 








A TS cic 


ee 

















Notes 





Notes 


Baltimore Office 


Mr. Harold C. Chinlund spoke 
on “Summary of Changes in 1950 
Revenue Act” at the Tax Panel 
Discussion at the University of 
Maryland on November 26, 1950. 

Mr. Staub has been elected a 
member of the Board of Directors 
of the Maryland Association of 
Certified Public Accountants. He 
is also serving as chairman of the 
Association’s committee on ac- 
counting and auditing procedures 
and led a recent panel discussion 
by that committee on the proposed 
revision of regulation S-X. 

Staff members appointed to com- 
mittees of the Association are as 
follows: 

C. V. Blum, Long Range Planning 


H. C. Chinlund, Taxation 
J. A. Engel, Jr., Program 


Chicago Office 

Mr. Robert E. Miller recently 
received his Illinois C.P.A. certifi- 
cate as a result of the November, 
1949 examination. 

Mr. A. H. Degener participated 
in a panel discussion on “Internal 
Control” at the first of a series of 
four Fall Technical Sessions of the 
Illinois Society of C.P.A.’s on 
September 28, 1950. 

Mr. Carl W. Lutz spoke to a 
group of downstate accountants 
at Paris, Illinois, on September 16, 
1950 on the subject of ‘“C.P.A. Legis- 
lation and Enforcement in Illinois.” 


Mr. G. E. Wilkerson and Mr. 
W. F. Sheehan recently entered 
the armed forces of the United 
States. Mr. Wilkerson was called 
to active duty as a member of the 
Marine Corps Reserve; he served 


as a combat officer in World 
War II. 
Mr. Burke attended the firm 


meeting of P. S. Ross & Sons in 
Montreal, October 19-22, 1950. 

Mr. Carl W. Lutz and Mr. A. H. 
Degener are serving as Group 
Chairman and Co-Chairman, re- 
spectively, of the Accountants’ 
Group in the 1950 Chicago Com- 
munity Fund Campaign. 


Cincinnati Office 


Mr. Charles L. Schmidt was 
reelected to the Board of Directors 
and also elected Vice President of 
The Ohio Society of Certified Public 
Accountants. 

Mr. Robert F. Reuter has re- 
ceived his Ohio C.P.A. certificate. 


Dallas Office 


Mr. Arthur has been selected to 
serve as chairman of the Com- 
mittee on Accounting Principles 
for the Texas Society of Certified 
Public Accountants for the year 
to end June 30, 1951. He is also 
serving as chairman of the Board 
of Review for the Dallas Chapter, 
National Association of Cost Ac- 


countants. 
Mr. 


William I. Murrell has 
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received his C.P.A. certificate 
(Texas) after having successfully 
completed the May, 1950 examina- 
tion. Mr. Murrell has become a 
fellow member of the Texas Society 
of Certified Public Accountants. 

Mr. William P. Irving served as 
chairman of the Tax Forum meeting 
of the Dallas Chapter of the Texas 
Society of Certified Public Ac- 
countants on October 26, 1950. 
Subject of the forum was ‘Tax 
Problems in Gain or Loss Recog- 
nition.” 


Detroit Office 


Mr. Russell participated in a 
panel on “Burden Cost Account- 
ing” at a National Accounting 
Conference for the Furniture In- 
dustry at the University of Michi- 
gan on October 20, 1950. He is 
Chairman of the Committee on 
Admissions and a member of the 
Committee on Cooperation with 
Bankers of the American Institute. 

Mr. Righter is a member of the 
Committee for Cooperation with 
Bankers, Michigan Association of 
C.P.A.’s. 

Mr. H. Glenn Huffmon has 
continued as Secretary of the Michi- 
gan State Board of Accountancy. 

Mr. R. L. Williams is a member 
of the Committee on Membership, 
A.I1.A., and also of the Committee 
on Auditing and Accounting Pro- 
cedures, Michigan Association of 
C-P.A."s. 

Mr. H. F. Spengler is Chairman 
of the Committee on Natural Busi- 


ness Year of the Michigan Asso- 
ciation of C.P.A.’s. 

Mr. L. J. Wilson is Auditor for the 
Michigan Association of C.P.A.’s 
for the year to end June 30, 1951. 

Mr. John J. Fox addressed the 
students of Accounting at Wayne 
University on November 6, 1950 
on “The Questionnaire and the 
System of Internal Control.” 


Houston Office 


Mr. Carl E. Patton passed the 
C.P.A. examination given in May, 
1950 and has now received his 
C.P.A. certificate. He is a member 
of the Texas Society of Certified 
Public Accountants and the 
Houston Chapter of the same 
organization. 

Mr. Forrest T. Dalton is an 
Assistant Director of the Houston 
Chapter of the National Associa- 
tion of Cost Accountants and is a 
member of the Federal Taxation 
Committee of the Houston Chapter 
of the Texas Society of C.P.A.’s. 


Los Angeles Office 


Mr. Bowles has been active on 
speaking engagements and as an 
officer of the N.A.C.A. and Cali- 
fornia Society of C.P.A.’s. He 
officiated at the installation of the 
new Citrus Belt Chapter of the 
California Society of C.P.A.’s at 
Riverside, California, on October 
19 and 20, 1950. 

Mr. James H. Munro was a 
speaker at the regional cost con- 
ference of the N.A.C.A. at Portland, 
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Oregon, October 26-28, on the 
subject of “‘Cost Impact of Social 
Security Taxes.” 

Mr. Warner attended the annual 
conference devoted to employee 
relations held at Palm Springs on 
October 23-25 by members of the 
Merchants and Manufacturers 
Association of Los Angeles. 

An article entitled ““The Tax 
Creditor” by Mr. C. A. Pearson 
of our tax staff was published in 
Credit and Financial Management, 
the magazine of the National Asso- 
ciation of Credit Men, for Septem- 
ber, 1950. Because of its unusually 
interesting presentation it was 
reprinted and distributed by the 
Association. An article by Mr. 
Warner entitled “Bankruptcies— 
Their Cause and Cure’ was pub- 
lished in the October, 1950 issue of 
the same magazine. 


Philadelphia Office 


Mr. Petty has been appointed 
Editor of The Spokesman, organ 
of The Pennsylvania Institute of 
Certified Public Accountants. 

James J. Mahon, Jr., addressed 
the Fourth Annual Tax Practi- 
tioners’ Forum of the University 
of Pittsburgh on October 19th. 
His subject was ““Tax Implications 
of Transactions between Affiliated 
Corporations.” 

Cyril P. Gamber spoke before 
the Philadelphia Chapter of the 
Systems and Procedures Associa- 
tion at the Sylvania Hotel, Phila- 
delphia, on October 25th on 


‘Methods Department Services for 
Accounting Management.” 

Messrs. R. George Compton and 
William J. Murray have been 
elected members of the Philadelphia 
Chapter of N.A.C.A. 


New York Office 

Mr. Sinclair was elected a mem- 
ber of the 1950-51 Nominations 
Committee of the American Insti- 
tute of Accountants. 

Mr. Bardes spoke at the New 
York State Society of Certified 
Public Accountants December 7, 
1950 meeting at which the general 
topic was ‘‘Federal Taxes.” 

Mr. A. R. Kassander addressed 
the National Society for Business 
Budgets on November 21, 1950 
on the subject: ‘Organization and 
Establishment of Budgets; Prac- 
tice, Philosophy and Fundamentals 
on Which Based.” 


St. Louis Office 


The St. Louis University con- 
ducted a special C.P.A. review 
course this past summer, at which 
Mr. Ernest A. Clark lectured on 
consolidations, mergers, and hold- 
ing companies. Mr. Clark is an 
instructorin Auditing Principles and 
Practices at their Evening School. 


Seattle Office 


Mr. Aiken was appointed by the 
Governor of the state of Washing- 
ton to the Financial Resources and 
Development Committee, a special 
committee of the State Industrial 
Development Committee. 
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Rockford Office 


Several members of the Rockford 
staff are again participating in the 
discussion forum meetings held by 
the Rockford Chapter of N.A.C.A. 
Messrs. J. Warren Rowland and 
Robert W. Myers will act as dis- 
cussion leaders at the meeting on 
“Corporation Income Taxes” while 
Mr. Nelson St. John will lead the 
meeting on “Periodic Summariza- 
tion and Closing.” 


Washington Office 


Mr. Richardson delivered an 
address on the subject “Review of 


Excess Profits Tax Programs” on 
September 26, 1950 at the Fifth 
Annual Conference of Tax Execu- 
tives Institute, Inc. held at Lake 
Placid, New York; he participated 
in the full-day panel discussion of 
the tax aspects of Estate Planning 
held at Hotel Sylvania, Phila- 
delphia, Pennsylvania, on October 
6, 1950 by the Pennsylvania Tax 
Institute; and spoke on “Capital 
Expenditures Versus Repairs’ on 
October 20, 1950 at the University 
of Pittsburgh, Fourth Annual Tax 
Practitioners Forum. 





Editorial 
(Continued from page 36) 


developments during the past year 

in several important fields: 

The Auditing Procedure Committee of the 
American Institute—Mr. Jennings 


The Accounting Procedure Committee of 
the American Institute—Mr. W. R. Staub 


The proposed revision of the Securities & 
Exchange Commission Regulation S-X— 
Mr. Rappaport 


The New Federal Tax Law— 
Mr. Richardson 
The play for the Lybrand Cup 
took place on Saturday at United 
Shoe Machinery Country Club. 
Mr. Jennings won possession for 
the ensuing year with a low net 
score of 69. Other prize winners were 


Second low net Mr. Rappaport 
Low gross . . Me. A. J, Starr 
Second low gross Mr. H. C. Chinlund 
Kickers handicap Mr. Potter 


High gross ... Mr. W. F. Sheid, Jr. 


The excellent accommodations, 
the perfect fall weather, the proxim- 
ity of historic Boston and the near 
seacoast, made the occasion a 
memorable one. 


Annual Report Award 


We are pleased to report that 
our client (Detroit Office) Pfeiffer 
Brewing Company, won the top 
award in its class for the best 
annual report to stockholders for 
1949. This award was sponsored 
by the magazine Financial World, 
and was presented to Mr. Alfred 
Epstein, President and General 
Manager of Pfeiffer Brewing Com- 
pany, at a dinner held October 31, 
1950 at the Hotel Statler, New 
York City. 
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